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June  3,  1997 


To  All  Interested  Parties: 

As  a  result  of  the  apparent  unauthorized  release  of  the  EMLICO  preliminary 
report  to  certain  members  of  the  media,  the  Committee  has  determined  to  make  the 
preliminary  report  available  to  all  interested  parties  in  order  to  prevent  any  media  outlet 
or  interested  party  from  having. ^ji  unfair  advantage  over  aiu„  -^.-i  interested  party. 

As  Chairman,  I  wish  to  note  this  preliminary  report  is  not  final  and  was  prepared 
for  the  private  use  of  Committee  members.  The  report  raises  extremely  serious  questions 
which  the  Committee  will  continue  to  investigate.  The  Committee  has  taken  no  final 
position  nor  has  it  drawn  any  final  conclusions  from  the  information  contained  in  the 
herewith  released  preliminary  report. 


Sincerelv, 
/l 
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/  James  H.  Fagan 
/  /       Chairman 
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EMLICO 
Preliminary  Report 


Introduction 

The  House  Post  Audit  and  Oversight  Bureau  has  conducted  an  extensive 
preliminary  review  of  the  process  by  which  the  Division  of  Insurance  (DOI)  evaluated 
and  approved  the  redomestication  of  Electric  Mutual  Liability  Insurance  Company 
(EMLICO),  the  mutual  insurance  company  of  General  Electric  Corporation  (GE),  to 
Bermuda.  As  part  of  its  review,  the  Bureau  has  subpoenaed  and  reviewed  several 
thousand  pages  of  documents,  taken  sworn  testimony  and  met  with  representatives  of  the 
Division  of  Insurance.  Based  upon  its  initial  review,  the  Bureau  offers  the  following 
preliminary  report. 


EMLICO  was  organized  as  a  Massachusetts  corporation,  domiciled  in 
Massachusetts  since  1927.  EMLICO  was  a  mutual  insurance  company  and  although 
licensed  to  do  business  in  all  fifty  states  plus  United  States  possessions,  had  as  its 
principal  insured  General  Electric  Corporation.  Through  a  series  of  corporate 
restructurings,  EMLICO  spun  off  its  profitable  lines  of  insurance  to  Electric  Insurance 
Company,  a  wholly  owned  subsidiary  with  its  principal  offices  at  152  Conant  Street, 
Beverly,  MA.  EMLICO  then  sought  to  change  its  commercial  domicile  to  Bermuda,  a 
jurisdiction  that  it  was  not  licensed  to  do  business  in  prior  to  the  restructurings.  The 
intent  of  these  transactions  according  to  EMLICO  was  to  wall  off  the  "long  tail 
exposures"  of  environmental  claims  that  were  made  against  GE.  In  the  past,  GE's  mutual 
insurance  company  EMLICO  had  taken  the  position  of  denying  coverage  on  these 
environmental  claims.  EMLICO  had  established  a  $25  million  reserve  to  handle 
litigation  for  the  "long  tail  exposures".  (Long  tail  exposures  essentially  involved  claims 
for  environmental  cleanups  on  policies  that  in  many  cases  were  written  long  before  the 
environmental  hazards  were  even  known.)   EMLICO  had  issued  comprehensive  general 


liability  policies  to  GE  from  the  early  1950's.  EMLICO  utilized  "pollution  exclusions" 
in  various  forms  to  deny  coverage  of  environmental  cleanup  claims.  (See  affidavit  of  D. 
F.  St.  Laurent,  Supreme  Court  of  Bermuda  No.  436  of  1995,  pp. 7-9.) 

On  June  28,  eight  days  after  the  public  hearing  on  EMLICO,  the  DOI  approved 
the  redomestication  to  Bermuda.  During  this  time  period  of  mid- 1995,  EMLICO  began 
moving  all  of  its  corporate  facilities  to  Bermuda.  By  October  of  1995,  less  than  four 
months  after  the  hearing,  EMLICO  was  seeking  to  utilize  the  winding  up  provisions  of 
Bermuda  law  applicable  to  an  insolvent  insurance  corporation.  By  adopting  EMLICO' s 
counsel's  interpretation  of  the  definition  of  "state"  contained  in  c.175  S.49A  to  mean 
Bermuda,  the  Commissioner  authorized  EMLICO  to  leave  Massachusetts  and  utilize  an 
insolvency  proceeding  process  far  different  from  Massachusetts. 

The  factual  background  of  this  case  is  extremely  complex.  Despite  all  of  the 
intricate  corporate  transactions,  however,  the  Bureau  believes  that  there  were  sufficient 
red  flags  :'i- ;:  were  raised  to  put  the  Cui*^,  .^tuner  on  notice  thai  &rr  impact  of  the 
redomestication  was  not  limited  to  General  Electric  and  EMLICO.  The  series  of 
transactions  that  allowed  EMLICO  to  "wall  off"  its  long  tail  exposures  may  have  had  a 
senous  impact  on  the  reinsurers  and  the  insurance  industry  in  Massachusetts. 

Despite  all  of  the  corporate  reshuffling,  when  reduced  to  its  simplest  components, 
EMLICO's  series  of  transactions  can  essentially  be  characterized  as  a  non-arms  length 
reorganization  of  affiliated  and  commonly  owned  or  controlled  entities  -  a  reorganization 
that  could  potentially  minimize  the  total  amount  of  environmental  claims  paid  by  GE  and 
its  related  entities.  The  Bureau  notes  here  that  DOI  took  the  position  that  the 
redomestication  to  Bermuda  by  itself  did  not  require  a  public  hearing.  According  to  the 
Division,  it  was  only  the  interposition  of  the  Wilmington  Trust  Company  acting,  in  effect, 
as  a  trustee  for  EIC's  stock,  that  the  Division  was  required  to  hold  a  hearing  at  all.  (The 


1  The  Bureau's  review  of  the  question  of  interpretation  of  this  statutory  provision  reveals  a  deficient 
process.  The  Division,  upon  deciding  to  entertain  the  application  to  redomesticate,  viewed  the  burden  of 
proving  statutory  authorization  to  be  on  the  company.  The  Bureau's  review  indicated  that  the  Division  in 
large  part  took  EMLICO's  lawyers'  memo  at  face  value.  No  opinion  was  sought  from  the  Attorney 
General.  The  Bureau's  review  of  legislative  committee  documents  indicated  the  provision  had  at  least  part 
of  its  source  derived  from  the  Model  Act  The  Commissioner's  interpretation  of  state  in  the  context  of  the 
Model  Act  is  inconsistent  with  the  intent  of  many  of  its  provisions. 


hearing  was  attended  only  by  persons  directly  associated  with  the  companies  involved 
and  lasted  approximately  forty  minutes.) 

The  Bureau  notes  that  the  complexity  of  the  transactions  between  EMLICO  and 
its  related  entities  and  Wilmington  Trust  had  the  effect  of  distracting  the  Division  from 
the  real  issues.  Rather  than  focus  the  examination  on  the  intricacies  of  commuting  the 
profitable  policies  to  Electric  Insurance  Corporation  (EIC)  and  all  of  the  other  related 
operations,  the  Division  should  have  conducted  a  much  more  comprehensive  review  of 
two  issues: 

1)  Whether  the  redomestication  should  have  been  allowed  at  all  -  was  it  legally 
permissible?  What  were  the  potential  effects  including  insolvency?  What  was  happening 
in  the  insurance  industry  at  this  time  -  particularly  in  the  area  of  environmental  cleanup 
and  asbestos? 

2)  What  was  the  impact  of  the  proposal  on  the  insurance  industry  remaining  in 
Massachusetts? 

The  Commissioner  of  Insurance  cannot  and  should  not  operate  in  isolation.  Any 
careful  review  of  case  law  and  developments  in  environmental  insurance  and  toxic  torts 
should  have  put  the  Commissioner  on  notice  that  companies  with  substantial  outstanding 
environmental  claims  have  a  vested  interest  in  minimizing  expenses  and  shifting  losses 
on  these  claims.  Transferring  hundreds  of  millions  of  corporate  assets  between 
commonly  owned  corporations  and  an  unrelated  bank  holding  company  with  the  ultimate 
goal  of  redomesticating  its  mutual  insurance  company  in  Bermuda  (a  jurisdiction  in 
which  EMLICO  had  not  conducted  business  in  previous  years  and  whose  business 
approval  was  conditioned  on  the  Massachusetts  Insurance  Division's  decision),  was  of 
such  unique  import  that  the  Commissioner  should  have  been  on  notice  that  it  had 
dramatic  implications  not  only  for  the  regulators  but  also  the  entire  insurance  industry 
remaining  in  Massachusetts  as  well. 

The  results  of  the  swift  approval  of  the  redomestication  have  been  substantial. 
Four  different  cases  have  been  filed  in  the  superior  courts  of  the  Commonwealth,  two 
proceedings  have  been  filed  before  the  Supreme  Judicial  Court,  and  lengthy  proceedings 


before  the  Courts  of  Bermuda  have  already  occurred  as  of  this  writing.  Thousands  of 
pages  of  affidavits  and  briefs  as  well  as  other  legal  filings  have  been  one  immediate  by- 
product of  the  Commissioner's  hasty  decision.  In  addition,  given  the  insolvency  of 
EMLICO  just  four  months  after  the  move  to  Bermuda,  several  reinsurers  of  EMLICO  are 
charging  that  fraudulent  representations  of  EMLICO 's  balance  sheets  were  made  to 
facilitate  the  redomestication.  The  allegations  of  fraud  add  to  the  already  complex  legal 
issues.  As  the  Bermuda  courts  have  indicated,  the  trial  of  the  fraud  issue  alone  will  be 
long  and  complex. 

The  Bureau's  review  of  the  process,  while  not  complete,  does  offer  the  picture  not 
only  of  a  regulatory  agency  that  acted  with  uncharacteristic  haste,  but  also  one  that 
operated  without  the  necessary  legal  and  financial  tools  to  oversee  the  appropriateness  of 
transactions  such  as  the  one  that  was  proposed.  Accordingly,  the  Bureau  recommends 
that  emergency  legislation  be  filed  to  address  the  issues  raised  by  this  process  and  should 
consider  the  following: 

1 .  Any  property  or  casualty  company  seeking  to  redomesticate  must  file  a  bond 
with  the  Commissioner's  duly  appointed  escrow  agent  for  20%  of  the  company's  loss 
reserves.  The  release  of  such  bond  shall  be  conditioned  upon  a  two-year  period  of 
solvent  operations  and  shall  be  held  for  the  benefit  of  insureds  pending  insolvency 
proceedings  or  upon  other  conditions  to  be  determined  by  the  Commissioner,  including 
but  not  limited  to  recalculation  of  loss  reserves  required,  fraud,  and  mismanagement. 
(The  intent  of  the  bonding  provisions  would  be  to  provide  some  measure  of  protection  in 
cases  where  less  than  full  disclosures  are  made.) 

2.  The  Commissioner  shall  be  required  to  hold  public  hearings  on  any  substantial 
change  of  corporate  structure  of  an  insurance  carrier  licensed  to  do  business  in  the 
Commonwealth  and  on  any  redomestication.  Notice  shall  be  made  by  sufficient 
advertisement  in  statewide  newspapers  and  legal  publications  and  shall  be  mailed  to  all 
competitors  as  well  as  the  reinsurers  of  the  company  seeking  to  redomesticate  or 
reorganize  out  of  state. 

3.  All  property  and  casualty  insurers  shall  include  with  their  annual  filings  with 
the  Commissioner  the  most  current  estimate  of  potential  specified  losses,  including 


environmental  and  asbestos,  that  exceed  one  million  dollars  per  site.  These  estimates 
shall  list  the  site  and  the  most  recent  estimate  of  loss  exposure.  Such  estimates  submitted 
to  the  Commissioner  shall  remain  confidential  however,  until  the  company  agrees  to 
release  them.  The  Commissioner  shall  utilize  such  estimates  in  determining  the  solvency 
of  said  companies. 

4.  Any  property  and  casualty  company  regulated  by  the  Commissioner  of 
Insurance  shall  be  required  to  notify  the  Commissioner  at  least  two  months  before 
instituting  any  material  change  in  the  company's  calculation  of  loss  reserves. 

5.  The  Bureau  recommends  that  language  be  inserted  in  Chapter  175  of  the 
General  Laws  to  guard  against  fraudulent  conveyance  of  assets  and  fraudulent 
representations  made  to  the  Commissioner  to  protect  the  Division  from  possible 
manipulation. 

6.  The  Bureau  recommends  that  the  House  of  Representatives  utilize  the 
substantial  industry  and  academic  expertise  in  this  heir  :o  consider  appropriate  legislative 
changes  designed  to  protect  the  consumers  and  the  integrity  of  the  DOI's  role  in  the 
regulatory  process. 

7.  The  Bureau  recommends  that  MGL  c.175  s.4  be  amended  to  establish  a  special 
fund  with  revenues  derived  from  an  assessment  against  all  insurers.  The  purpose  of  said 
fund  shall  be  to  conduct  comprehensive  examinations  and  audits  and  to  seek  out  special 
counsel  when  appropriate.  (The  use  of  this  general  fund  would  replace  the  present 
method  of  assessing  the  specific  company  for  direct  costs  incurred  by  examining  that 
company.) 


The  EMLICO  Redomestication 

The  Bureau  found  that  the  Division  of  Insurance's  process  by  which  EMLICO 
was  allowed  to  redomesticate  was  fundamentally  flawed  and  failed  to  achieve  the  level  of 
oversight  necessary  to  protect  not  only  the  premium  payers  in  the  Commonwealth  but 
also  the  integrity  of  the  insurance  and  re-insurance  industry  in  Massachusetts.  The 
Commissioner  failed  to  exercise  the  level  of  diligence  necessary  to  protect  the  public  and 


reinsurers  who  ultimately  pay  for  claims  either  through  higher  premiums  or  the  public 
expenditures  used  for  the  cleanup  of  environmental  contamination. 

The  Bureau  found  that  the  DOI's  current  examination  procedures  offered  little  in 
the  way  of  a  comprehensive  review  process  when  a  company  chooses  to  substantially 
alter  the  form  in  which  it  does  business.  The  Bureau  noted  that  the  essence  of  EMLICO's 
complex  series  of  reorganization  transactions  in  large  part  elevated  form  over  substance. 
Some  of  the  litigants  have  suggested  that  one  goal  of  the  restructuring  process  was  to  gain 
a  higher  level  of  control  over  the  manner  of  determination  of  potential  loss  exposures  and 
perhaps  to  minimize  the  amount  of  claims  that  would  ultimately  be  paid. 

The  Bureau's  review  of  the  numerous  court  pleadings  filed  in  this  matter  indicated 
that  the  series  of  restructuring  transactions  was  unique,  not  only  to  Massachusetts,  but  to 
the  United  States.  The  Bureau  has  found  no  evidence  to  suggest  that  this  type  of 
corporate  reshuffling  with  an  ultimate  change  of  domicile  to  Bermuda  had  ever  been 
attemptec'  b.,  z-  United  Ster::.  based  insurer.  Nonetheless,  the  DOI  treated  this 
extraordinary  move  as  if  it  were  a  change  from  Springfield  to  Hartford.  The  Bureau 
bases  it  findings  on  the  following:- 

1 .  The  Commissioner  made  no  attempt  to  insure  widespread  notice  was  made  to 
the  insurance  industry  of  the  proposed  redomestication  despite  the  fact  that  GE  and  its 
mutual  insurance  company  appeared  to  be  commencing  an  entirely  new  process  of 
quantifying  the  potential  exposures  of  hundreds  of  contaminated  sites.  The  Bureau 
believes  that  at  the  bare  minimum,  all  of  EMLICO's  reinsurers  and  policyholders  should 
have  been  notified  of  such  a  proposal  and  given  an  opportunity  to  be  heard.  The  notice  of 
the  hearing  that  appeared  was  placed  in  the  Boston  Globe  next  to  ads  for  pets  (a  copy  is 
attached  as  exhibit  1). 

2.  DOI's  review  of  the  question  of  whether  the  statutory  scheme  permitted  a 
redomestication  to  a  foreign  country  was  flawed.  DOI  took  the  position  that  the  burden 
of  interpreting  the  statute  was  solely  on  the  company.  Accordingly,  DOI  engaged  in  no 
substantial  independent  legal  analysis  and  the  Bureau  was  provided  with  no  written 
analysis  of  the  statutory  framework.  Indeed,  the  Commissioner  apparently  chose  to 
ignore  precedent  in  both  Massachusetts  Insurance  law  and  the  Model  Acts  governing 


insurance  carriers  that  supported  the  notion  that  the  definition  of  "state"  did  qoi  include  a 
foreign  country.  According  to  affidavits  filed  in  Bermuda  by  the  President  of  EMLICO, 
the  Division  took  less  than  eleven  days  to  decide  the  legality  of  the  move  to  Bermuda, 
(D.  F.  St.  Laurent  of  EMLICO  indicated  that  he  requested  counsel  to  meet  with  the 
Division  on  March  20,  1995  to  discuss  the  legal  authority  for  the  move  to  Bermuda.  On 
March  31  of  1995  he  was  informed  by  the  Division  that  the  issue  had  been  resolved.  Sec 
Affidavit  of  D.  F.  St.  Laurent,  Supreme  Court  of  Bermuda,  No.  436  of  1995,  pp.18,  19.) 

3.  The  Bureau's  review  of  the  Division's  financial  assessment  of  EMLICO  prior 
to  the  redomestication  did  little  to  generate  confidence  in  the  Division's  approach  to  the 
process.  The  financial  review  that  was  conducted  appeared  limited  and  routine,  despite 
the  fact  that  the  ultimate  end  of  the  EMLICO  affiliated  group  was  a  corporate 
restructuring  transaction  that  had  never  been  undertaken  by  a  domestic  insurer.  Because 
of  the  Commissioner's  failure  to  appreciate  the  widespread  ramifications  of  the 
restructuring,  the  Division  aid  not  undertake  any  significant  independent  analy- ••  pau. 
from  the  normal  audit  process.  The  Bureau's  initial  review  including  sworn  testimony 
indicates  that  the  individuals  of  the  four-member  working  group  in  some  cases  spent  as 
little  as  one  day  a  week  during  the  period  of  February  to  June  of  1995  working  on  the 
issue.  The  documents  provided  by  the  Division  indicated  that  much  of  this  review  was 
limited  to  analysis  of  trust  agreements  and  other  facilitating  legal  documents. 

4.  The  Bureau's  review  indicated  that  year  prior  to  the  redomestication,  GE  and 
its  affiliates  were  making  new  calculations  of  losses  and  demands  for  payment  from 
EMLICO.  The  financial  analyst  at  DOI  who  performed  the  review  testified  that  he  had 
not  seen  some  of  these  documents  that  outlined  these  exposures.  Documents  obtained  by 
the  Bureau  dated  in  August  of  1994  indicated  that  a  demand  for  payment  in  the  amount  of 
$514.5  million  had  been  made  of  EMLICO  by  GE.  The  documents  also  indicated  the 
existence  of  over  500  potential  contaminated  sites  for  which  claims  might  be  tiled.  When 
questioned  further  about  other  GE  documents  that  had  assessments  of  GE's 
environmental  cleanup  risk,  the  financial  analyst  again  testified  that  he  had  not  seen  such 
documents  or  anything  like  them.    The  Bureau's  review  of  industry  literature  and  trade 


journals  indicated  that  there  were  substantial  public  developments  that  bore  directly  on 
the  issue  of  claims  payment  for  these  types  of  losses. 

The  Bureau  notes  that  the  Division  analyst  appears  to  have  performed  competent 
analysis  based  on  the  limited  material  that  the  company  submitted.  The  Bureau  is 
concerned,  however,  that  the  information  submitted  was  not  sufficient  to  make  a  careful, 
comprehensive  evaluation  of  the  larger  issues  involved  here.  The  Commissioner 
undertook  no  independent  assessment  of  the  motivation  behind  the  transactions  and  gave 
no  direction  to  do  so  to  any  of  her  financial  personnel  or  the  consultants  retained  by  her 
office.  The  Bureau  finds  this  the  most  troubling  aspect  given  the  ultimate  proposal  to 
move  outside  the  jurisdiction  of  the  United  States.  The  real  issue  here  was  not  the 
evaluation  of  the  financials  that  were  submitted  but  rather  the  methodology  used  to 
calculate  loss  reserves.  The  company  changed  the  method  once  in  Bermuda  and  became 
insolvent  within  days  of  the  method  change. 

5.  The  Bureau  found  that  DOT'~  7  Ttices  and  procedures  failed  to  provide  it  w»ir 
the  level  of  oversight  necessary  to  identify  actions  that  might  have  widespread 
implications  to  the  insurance  industry  in  Massachusetts.  By  failing  to  exercise  due 
diligence  in  the  exercise  of  her  statutory  authority,  the  Commissioner  allowed  EMLICO 
to  use  the  redomestication  provisions  in  a  manner  that  may  have  been  inconsistent  with 
the  remainder  of  the  statutory  scheme  and  the  legislative  intent. 

6.  The  Bureau  found  evidence  that  less  than  two  months  after  the  move  to 
Bermuda,  EMLICO  began  a  process  by  which  its  loss  reserves  were  re-calculated.  The 
effect  of  those  changes  in  methodology  was  an  increase  of  $679  million  in  the  loss 
reserve  account.  Such  change  in  methodology  rendered  the  company  insolvent  under  the 
laws  of  Bermuda.  The  Bureau  offers  no  conclusion  on  the  validity  of  the  insolvency  nor 
the  effect  upon  the  reinsurers  of  GE  and  EMLICO  that  remain  in  Mass.  The  Bureau's 
initial  assessment  of  the  insolvency  procedures  in  Bermuda  does,  however,  lead  it  to 
believe  that  the  system  of  law  applicable  in  Bermuda  appears  to  give  the  insolvent 
company  greater  flexibility  in  determining  how  and  when  claims  get  paid  than  under 
analogous  applicable  Massachusetts  provisions.  The  Bureau  found  that  the  actions  of  the 
Commissioner  were  partly  responsible  for  a  litigation  frenzy  with  multiple  law  suits 


8 


being  brought  in  numerous  forum  including  Bermuda.  The  DOI  process  which  led  to 
those  multi-million  dollar  lawsuits  was  potentially  unnecessary  and  avoidable.  The 
process  that  resulted  in  these  court  suits  has  seriously  damaged  the  integrity  and 
credibility  of  the  insurance  regulatory  framework,  the  Insurance  Commissioner's  office, 
and  ultimately  the  Commonwealth. 

7.  The  Bureau  found  that  the  Commissioner's  actions  in  approving  this 
redomestication  less  than  eight  days  after  the  public  hearing  to  be  most  troubling.  Rather 
than  careful  consideration  of  the  potential  implications  to  the  Commonwealth  and  the 
industry,  the  Division  apparently  expedited  the  request  in  part  to  address  the  Company's 
entreaties  for  the  need  for  an  approval  contemporaneous  with  the  Company's  quarterly 
financial  filings. 

8.  The  Bureau's  preliminary  examination  found  ample  evidence  that  several  red 
flags  relating  to  calculation  of  loss  reserves  were  raised  and  indeed  recognized  by  some 
of  the  Division's  financial  personnel,  yet  these  red  flags  were  apparently  ignored  t>y  ».V: 
Commissioner.  By  failing  to  slow  down  the  process  after  recognizing  these  warning 
signs,  the  Division  lost  substantial  leverage  over  the  ultimate  problems  that  resulted  once 
the  Company  was  redomiciled  to  Bermuda. 

Indeed  now,  efforts  to  make  the  Division  whole  are  ironically  being  challenged  by 
some  of  the  reinsurers  on  the  grounds  that  the  Commissioner  has  no  authority  to  enter 
into  an  agreement  with  EMLICO  because  her  statutory  authority  under  c.175  s.180  is 
limited  to  domestic  insurers.  Because  EMLICO  is  now  domiciled  in  Bermuda,  the 
Commissioner  no  longer  has  any  legal  authority  over  them  the  argument  goes.  The 
Commissioner  may  well  be  seeking  to  close  the  barn  door  after  the  cows  have  gone. 

9.  The  Bureau  is  troubled  by  the  extent  to  which  information  about  GE's 
potential  losses  was  available  in  the  period  prior  to  the  redomestication,  yet  never 
obtained  or  utilized  by  the  Commissioner.  Given  the  current  estimates  of  GE's  exposure 
which  have  increased  the  number  of  sites  to  over  700  and  exposures  now  estimated  well 
in  excess  of  a  billion  dollars,  a  different  method  of  loss  reserve  calculation  of  EMLICO 
may  well  have  determined  them  to  be  insolvent  as  far  back  as  1992.  (The  Bureau  noted 
an  October    1993    State   Auditor's   Report   which   was   critical    of  the   number  and 


comprehensiveness  of  the  financial  reviews  undertaken  by  the  Division.  The  Auditor  had 
cited  the  Division  for  not  identifying  the  poor  financial  condition  of  a  company  that  was 
placed  in  receivership  just  fifteen  months  after  the  Division's  review.; 

10.  The  Bureau  noted  the  requirement  that  the  Commissioner  make  independent 
assessments  of  facts  and  conditions.  The  Bureau  cites  to  the  independent  auditor's 
reports  where  it  states,  "The  Division  of  Insurance  should  exercise  due  diligence  to  obtain 
whatever  other  information  may  be  necessary  for  the  purpose  of  monitoring  and 
regulating  the  financial  position  of  insurers.  It  should  not  rely  solely  upon  the 
independent  auditor  reports."  It  is  the  Agency's  sole  reliance  on  submitted  financials  that 
causes  the  Bureau  concern.  It  is  imperative  that  a  regulatory  agency  such  as  the 
Insurance  Commission  look  to  extrinsic  sources  to  verify  financial  and  claims 
information.  Clearly,  independent  assessment  and  verification  of  the  facts  presented  here 
was  never  done. 

1 1.  The  Bureau  found  no  evidence  that  the  ur^ion  cneijwtf  ""lively  examined 
the  legal  provisions  which  would  govern  an  insolvency  before  approving  the 
redomestication.  According  to  the  litigants,  much  of  the  insolvency  process  is  done  ex 
parte  under  British  law  concepts.  Much  of  the  process  is  kept  sealed  and  out  of  the  public 
view.  The  choice  of  liquidators  and  the  procedures  for  assessment,  estimation  and 
calculation  of  claims  are  not  the  same  as  the  United  States.  For  example,  under  Bermuda 
law  the  insolvent  chooses  the  liquidators  whereas  in  Massachusetts  the  Commissioner 
chooses.  Also  the  proceedings  are  in  large  part  ex  parte  and  some  of  the  records  remain 
confidential  even  after  the  proceedings  conclude  according  to  documents  filed  in  court. 
Clearly,  an  insurer  rendered  insolvent  under  the  laws  of  Bermuda  is  in  an  entirely 
different  position  than  one  rendered  insolvent  under  the  laws  of  Massachusetts. 

Based  upon  its  preliminary  examination,  the  Bureau  believes  that  in  order  to  fully 
adjudicate  and  resolve  all  of  the  issues  involved,  the  Commissioner  must,  if  legally 
possible,  bring  EMLICO  back  to  Massachusetts.  Serious  questions  remain  including  the 
determination  of  the  validity  of  the  allegations  of  fraud.  If  in  fact  the  corporate  officers  of 
EMLICO  knew  that  the  company  was  insolvent  before  the  move  to  Bermuda,  then  the 
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Commissioner  may  have  been  improperly  induced  to  approve  the  redomestication.  The 
resolution  of  the  fraud  issue  can  be  decided  most  expeditiously  here  in  the 
Commonwealth. 

As  the  Commissioner  has  stated  relating  to  the  issue  of  the  re-opening  of  the 
redomestication  issue,  two  questions  are  relevant: 

1 .  Did  the  management  of  EMLICO  know  or  suspect  that  it  was  insolvent  on  or 
before  June  28,  1995? 

2.  Was  the  management  of  EMLICO  party  to  a  plan  in  existence  before  June  28, 
1995  to  place  EMLICO  in  insolvency  proceedings  upon  EMLICO's  redomestication  to 
Bermuda? 

In  addition,  the  Bureau  would  ask  other  questions: 

1.  Was  there  an  external  reason  that  caused  the  Company  to  adjust  its  loss 
reserves? 

2.  When  was  the  process  by  which  the  decision  to  change  the  method  of 
computing  loss  reserves  first  considered? 

3.  What  independent  facts  and/or  circumstances  outside  of  the  Company's  control 
caused  it  to  change  its  methods  of  calculating  reserves? 

The  Bureau  believes  that  the  answers  to  these  and  other  questions  are  critical  to 
the  solution  of  this  series  of  problems.  These  questions  should  have  been  anticipated  and 
answered  prior  to  the  approval  of  the  redomestication.  As  it  now  stands,  there  are  no  easy 
answers  to  the  myriad  of  legal  issues  that  have  been  raised  by  this  redomestication.  The 
only  way  to  expeditiously  resolve  them  is  to  reopen  the  issue  of  whether  the 
Commissioner  had  the  authority  to  let  EMLICO  leave  the  country.  The  Bureau  believes 
that  without  this  step  the  alternative  will  be  protracted  and  costly  litigation,  confusion  and 
lack  of  confidence  in  the  Massachusetts  Insurance  regulatory  scheme. 
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Conclusion 

In  the  course  of  its  preliminary  review,  the  Bureau  has  subpoenaed  thousands  of 
pages  of  documents  and  has  taken  over  four  hours  of  sworn  testimony  from  one  of  the 
key  witnesses  involved  in  the  redomestication.  The  issues  here  are  extremely  complex 
and  will  require  substantial  investigation  to  fully  explore. 

In  the  meantime,  the  Bureau  also  has  serious  reservations  about  the 
Commissioner's  proposed  settlement.  If,  as  the  Commissioner  has  indicated,  a  number  of 
serious  questions  about  the  actual  timing  of  EMLICO's  solvency  remain,  then  no 
settlement  should  be  considered  until  those  questions  are  answered.  The  Commissioner's 
attempt  to  have  herself  appointed  as  U.S.  Receiver  places  her  in  the  less  than  desirable 
position  of  trying  to  assert  domiciliary-based  jurisdiction  over  a  company  .as  iust 

allowed  to  redomicile  in  Bermuda. 

The  Bureau  believes  that  additional  inquiry  into  this  matter  is  warranted  and  that  a 
full  review  of  ail  ul  um  actions  taken  in  this  matter  is  appropriate. 
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Shearman  &  Sterling 


June  U.  1995 


Memorandum  to: 


Elizabeth  McDonald,  Esq. 
Donald  Henderson.  Esq. 


EMUC6  Notice 
The  arrarhrrl  notice  of  hearing  was  published  in  the  Boston  Globe  on  6/13/95. 


Maxk  J.  Shapiro 
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